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REPORT TO THE JOINT COMMITTEE
ON INTERNAL REVENUE TAXATION

CONGRESS OF THE UNITED STATES

BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

No Apparent Need To
Regulate Commerciail Preparers
Of Income Tax Returns

Internal Revenue Service
Department of the Treasury

‘ihe pressure for regulation of commercial
preparers of income tax returns presumes that

_ their returns are less accurate than those pre-

pared by profrssionals. However, this
presumption is not borne out by GAQ's study
of the situation.

GGD-76-8 DEC. £.189765

‘,,.02503/(‘ rﬁ/((’) 1\f)

T
-

e



e X
&
COMPTROLLER GENEWAL OF THE UNITED STATFE
WASHINGTON..D.C. 20545

B-137762

To the Chairman and Vice Chairman
Joint Committee on Internal Revenue Taxaticn
Congress of the Un’ted States
This report, one of a series in response to a teqguest

of your Commitctee, discusses whether commercial tax return

preparers need special regulation.
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of the United States



DIGEST

CHAPTER

1

Cocntents

INTFODUCTION
Taxpayers need help
Concern about the preparer industry
Study requested
Scope of review

COMMERCIAL PREPARERS' QUALI?TY EQUAL TO
THAT QF PROFESSIONALS
Analysis based on audits measuring
taxpayer compliance
Quality of returns prepared is
equal
Prepairexs make same kinds of errors

IRS EFFORTS TO CONTROL PROBLEM PREPARERS
Fraudulent returns
Departiment of Justice prosecution
Deceptive advertising
Additional enforcement authority
requested
Penalties for preparer misconduct

STATE REGULATION OF CCMMIERCIAIlL PREPARERS

Registration in California

Provisions of the Calilcrnia law
Licensing in Oreqon

Frovisions of the Oreqon law
Preparers*® opinions
Lack of access to tax returns hampers

effective State regulation

Other Stat:s

CONCLUSIONS AND AGEKRCY COMMENTS

s
<]
[N

W W N

10
10
11
12

13
14

i5
15
15
16
16
17

18
18

20



APPENDIX

I

I1

CPA
FTC
GAO
IRS

TCMP

Letter dated October 29, 1975, from the
Commissioncr of Interral Revenuc

Principal officials responsible for

administering activities discussed
in this report

ABBREVILTICNS

certified public acccuntant
Federal 1vade Commission
General Accouvnting Office
Internal Revenue Service

Taxpayer Ccmplience Measurement Program

Page

22

23



S VHH’th F

S
COMPTROLLER GENERAL'S KEPORT NO APPARENT NEED TO .
70 T JOINT COMMITTEE ON REGULATE COMMERCIAL FREPAKEKS
INTER. AL REVENUE TAXATION CF INCOME TAX RETURNS
CONGRESS OF THE UNITED STATES Internal Revenue Servicn

lepartment of the Treasury 2

DIGEST

15
1t

The rapid increase in the number of firms and
individuals specializing in preparing tax-
payers' Federal and State income tax returns
hezs been possible because there are no restric-
tions on anyone entering the field. As a re-
sult, the 209,000 to 250,000 individuals com-~
prising the tax preparer industry have widely
varying training, experience, ana ethics.

The two principal grecups of preparers are:.

--Profess:onal preparers, cunsisting of cer-
tifiea punlic accountan“s, public accoun-
tants, and attorneys.

--Commercial preparers, consisting of na-
tional and local firms and individuals
who prepare tax returns for a fee,

Predictably, some preparers have Leen guilty
of fraud and misconduct. Well-publicized
Internal Revenue Service (IRS) actions
against commercial preparers engaging in such
activities led many people to presume that
commercial preparers represented a special
problem in the industry.

GAO tested this prasumption and found that
commerclal preparers, as a group, are not a
special problem. (See ch. 2.) .

GAO reached no conclusion on whether regu-
lation of the entire industry is desirable
to improve overall performance because data
on which to base an estimate cf the poten-
ti1al benefits was unavailable. (See

p. 20.)

Tear Sheet. Jpon remnoval, the seport
cover date st ould he nated hareon,
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However, GAO sees a need to give IRS tng
authority to deal indiv dually with any
preparcors who engage in fraud or other
misconauct.

Legislotive previsions considered by the
House Comnittee »n Ways and Mzans would
permit IRS to identify and take corrective
action ao=z2inst such preparers. These pro-
visions would

--reqitire preparers to submit certain in-
formation returns to IRS,

--establish civil penalties for preparer
misconduct, and

--provide for injunctions against p.re-
parers who engage in specific categories
of misconduct. (See pp. 13 and 14.)

IRS concurred with GAG's conclusions.
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CHAPTER |1

INTRODUCTION

The Federal income tax system i3 based on voluntary
compliance. FEach taxpayer is responsible for (1) determin-
ing whether the .iaw requires nim to file a return, [(Z) deter-
mining the amcunt of tax cwed, and {(3) puying the amount due.
The 3ystem assuices that the taxpayer can perform these steps.

- The Congress mad: tax collecticn easier when it provided
for emp'oyer withholding. However, detcrmining the amount of
taXx oweu has become pragressively more difficult.

" TAXPAYERS NEED HELP

For a growing numb=r of taxpayers, preparing their annual
Federal incom: tax return ic a frustrating chore which they
feel unnrepared to tackle. Some turn to the Internal Revenue
Service (IRS) for advice; others get hclp from friends and
relatives. About half of all taxpayers pay someone to pre-
pare their returns.

Because thc tax law is complex, tax return instructions
are difficult for many taxpayers to understand. This was
highlighted by a Denartment of Health, FEducation, and
Welfare-funded reading-power study using 1971 individual in-
come tex forms and instructions. 7The study cenciuded that a
taxpayer would probably have to read at the level of a
college graduate to be able to comprehcnd-~-without assist-
ance-~the entire contents of the 1RS tax instructions. Fur-
ther, in April 1973 the Secretary of the Trcasury informed
the House Committece on Ways and Means that many tax law pro-
visions which affect large numbers cf individual taxpavyers
are incrdinately complicated.

"Other factors have caused taxpayers to 3eek assistance,
contributing to the growth ¢f the preparers' industry.

--The short Form 1040A was discontinued in 1969 and
replaced by a 12-page bocklet cf forms, tables, and
instructions, because IRS believed that many tax-
payers were overpaying. However, taxpayers with
little education were apparcntly confused, and many
who had creviously prepared their own roeturn sought
out a nreparer. Trke short Form 1040A vwas reinscated
for the 1973 tax filing period; however, many tax-—

& pavers continued to use return preparecs.
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-=The return preparers' range of services incluades the
preparation not only of taxpayers' Fedoral returns,

but also of State and local returns. AL present,
43 States and numerous local governments (cities,
counties, ete.) have imposed income taves on resi-
dents. IRS will only help prepare Federal roturns.

Because c¢f individual taxpayers' inability to cope with
complex tax law and the rising number c¢f tu.payers who must
file a tax return, the demand for assistaice from the pre-
parer industry has inrreased at « record pucc. IKS has
estimated that between 200,000 and 250,000 inijividuals and
firms are in th. tax preparation businecss anu cuilect prepa-
ration fees exceeding $600 million annuelly. YYhis growth
has been accomparicd by certain abuses, 1ncluding fraudulent-
ly and incompetortly prepared tax returns ard misleading
advertising.

CONCERN ABUUT THE PREPARER INDUSTRY

Commercial preparersl of Federal returns arc virtually
unregulated. They iare subject to legal qualificatlions in
only a few States.

In 1972, IRS agents posed as taxpayers and had suspect
preparers make oul tax returns. Using this "shopping” tech-
nigue, IRS found that 60 percent of the prepared returns
were potentially fraudulent. After the publicity given to
these findings, many proposals were made to regulate com-
mercial preparers and various congressional committees held
hearings to consider regulacion.

Two frequently mentioned regulation methods werce licen-
sing and registration. Proposed licensing systems usually
provide stanaards of character and conduct and redquire that
competency be demonstrated by examination. 1ES would deter-
mine gualifications, issue licenses, and rcgulate licensees.,
IRS has estimated the minimum cost of a ticensing program at
$17.5 million a year. )

The proposed registration programs usually required
preparers to identiiy themselves, reporc certaln informaticn
to IRS, and obey conduct rules, or loso their right to pre-
pare tax returns. Under a registration program, LIRS would
not determine competency.

lAlthough no official definition of "commercial preparer”
exists, most individuals testifying at congressloinal regu-
latory hearings agreced that commercial preparers included
local and national tax services.

BL31 pluu et AVA\LABLE‘



TRS, the American Institute of Certiticod public Account-
ants, and the Americuan Lar Assoo) stion tavored information
reports tiiat IRS could use to wdenti !y incompetent or un- .
scrupul dus preparers.  Other spolesmen generally favored a
comp.rehensive system of proparer bicinsing or redistration.

STUDY REQUESTED

The Jeint Cormmittee on Interoal Revenue Tevation ra-
quested us, as its agont, Lo study whether commercial pre-
parcrs of tax returns should he requloted to improve service
to taxpayers.

SCOPE OF REVIEW

We revicewed sections of the fnternal kRevenue Code; IRS
regulations, policies, procedures, and practices:; and pre-
posad cong:aessional legislation and releted hearings.

We also

~—analyzcd IRS data on cortain auwlited tax returns for
1971, 1972, and 1973;

--examoned the scops »f RS oentorcement activities
against problem {1ncompetent, unssrupulous, or
fraudalent) pregsarers: and

--intcrvicewed LIRS porsonncl, return preparers {(includ-
ing officials of the four larges: national tax serv-
wces), and oflicials in twoy States; that roegulate
preparoer .

We made our review primarily <t IRS' national office in
Washington, D.C., and its Detroit district office. Infcrma-
tion on 1972 and 1973 . udit results was «lso compiled at IRS!
hustin, Texas; Greensboro, North Carolina; Niaha, Nebraskas
Portsmouth, tlew Hampshire:; and Scattle, Washington, district
offices.
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The latest avalilable TCHMP study was for 1971 returns
filed in 1%72. bata was 3.thered by selecting 22,488 irii-
vidual incomne tax returns for audait from 4 return categorics.
The recsults wer~ projected *o represent the total {iling
pcpulation in trese four cateqgo  =2s.

1HE uses this data for many purpsseg, includirg comput-
ing the compliance rate (the true tax liability that is
voluntarily reported) and error rate (p:fcentage of returns
filed witih a tax liabiliity change of $1 or more).

The 1971 TCMP data that we analyzed c vered only the
following four inccme cateqories:

--Nonbusiness, low ‘ncowe (adjusted gross_ income .elow
$10,000--2rcluding "1040A type” returnsl).

~-~Nonbus.ness, mediur. income (adiustea gross income cof
10,000 to $57,000).

--Sc¢hedule €, business, low income (adjusted grose in-
come belcw $10,000 from a business other than a farm).

-=Schednle F, uvu3siness; low income (adiusted gross in-
come below $10,000 from a farm).

Based on prior year data, about 70 percent of all commercial-
ly ard professicorally prapared returns fell in these four
cateyories.

About 75.4 milliicn 1971 individual tax returns were
filed. TCMP data indicates thai about %% percent of these
returns 42 million) were in the 4 return categories we
analyzed. OQver talf the 42 millicn returns were prepared by
~ither commercial or professional preparers.

Lthe simplified and shorter 104CA tax return was not se
for the 1971 tax yeer. All individual tax re_iarns h Lo
be filed using the Form 1040. However, the Tf O « 2% -
cluded any returns which might heve been fi1l . -o¥Xn

10407 beforce it was dicscontinued in 1969.



Nunber of returns
Low income

Low Mediu  Schedule Schedule Per~
Preparer income income . F Total cent

(000 omrLtted)

Commercial 4,810 5,271 1,147 577 11,805 28.
Professional 3,765 4,874 1,323 738 10,700 25.
All other
returns 6,501 13,407 1,112 341 13,501 1.5
Total 15,076 21,55? 3,582 1,856 42,066 100.0

Quality of retuirs prepared is equal

TCMP data showed that commercially and professionally
prepared returns contained errors totaling $1.3 and $1.5 bul-

lion, respectively. The average error over $1 f.r commercial-

ly and professionally prepared returns was $155 and 5218,
‘respectively. The amount of error by each of tue four cate-
gories follows.

Nonbusiness Low incame business
Low Medium Schedule Schedule
income income C F__ Combined
Total tax change
-{millions):
Mommercial $379.6 $457.1 $417.9 $ 88.8 51,343.4
Professiona. 254.9 667.7 295.6 118.6 1,536.
Tax change per
incorrect
return:
Commercial ! 113 114 487 227 156
Professional 172 185 437 253 218

These figures reflect the total ¢f all adjustments--both in-~
-creases and decreases--~made to reLurns.

1 Two ratios--uercent of tax charqe for all returnsg -nd
‘prrcent of tax change for incorroct returns--were used to in-
dicate return guality. The percent »f change for incorrect
retivrns was the same--14.2 percent--dor both commercially and
irﬁtussionally prepared returns. Also, the percent of tax
changn for all returns preparcd by cach group was about the

game-~10.9 for commercial preparcrs and 10.2 for professionals,

\
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Percent of tax change
Nonbusiness

returns  Low income businzes
Low Medium Schedule Schedule
income income = F . <ombined

Incorrect returns:

Commercial 2.7 6.4 39.5 56.8 14.2

Professional 34.4 7.3 gCc.3 59.1 14.7
All returns:

Commercial 16.6 4.9 81.6 45.5 10.9

Professional 21.6 5.3 6C.2 45.7 10.2

These two tables show that commercial and professional
preparers have about the same percent 0of ~hange per return,
evon though the professionally prepared recurns contain
larcer dollar amounts of error. This is because (1) the
average tax liability for professionally prepared medium-
income returns ($2,577) wag greater than for commercially
preparcd returns (51,775) and {(2) a higher perczntage of com~
mercially prepared returns had errors.

We believe that larger tax returns are generally more
difficult to prepare than smaller ones. However, our com-
parison did not require us to establish that the returns by
commzrcial and professional preparers were equally difficult
to prepare or that one g oup was more competent than the
other. We intended simply to compare the returns in terms
of incorrect tax reported and decide whether commercially
prepared raturns presented a cpecial proslem.

The amount of error for any preparer is intluenced by
the preparer's intelligence, training, experience, and
ethics; the cifficulty of returns handled: and how well the
taxpayer can suppcrt the figures he gives the preparer.

PREPAR-RS MAKE SAME_KINDS OF ERRORC

To supplement the TCMP data, we analyzed data on 4,518
individual 1972 and 1973 returns audited over a 4- to B-veek
period in 6 districts as part of IR3' rormal 1974 activities,
The numbers and types of returns includea were

--772 Form 10404,

-~1,€13 lowv-income,

==2.474 medium-income, and

==59 high-incaome.

AR AT T



We found that:

--Ccmmercial services prepared 1,775 of the returns,
1,133 e swaich contained 2,113 errors f1.86 errors
per iancsosrrect return).,

--Profossicnals prepared 834 ocf the returns, 527 of
whicn contained 924 crrors {(i.77 errors per inceorrect
return) .

Returns of bo't types of preparers contained errors in the
same areas in akbout the same ratio.

Preparer group errors
Sections of returns __Commercial Professional
where errors occur.ed Number Percent Humber Percent

Income section 468 22.2 260 27.9
Exemptions 205 9.7 47 5.0
677 31.9 307 32.9

Itemized deductions:

Medical and dental 223 10.5 102 10.9
Taxes 223 10.5 102 10.9
Interest 215 10.2 84 9.0
Contributions 186 8.8 101 10.8
Casvalty and theft 82 3.9 33 3.5
Miscellaneous 367 _i7.4 137 14.7
1,296 6i.3 559 56.8

Other sections o
~f return 144 _&.8 68 7.3
Total 2,113 100.0 934  100.9

\

The most common ecsror involved unsupportable items--43.1
and 36.5 percent, respectively, for comnercially and profes-
sionally prepared returns. The next most common error involved
unallowable itenws--17.0 percent for comuercial and 17.4 per-
cent for prot.-ssional returns. Other errors incurred by com-
mercial and professional preparers incluled

--unclaimed deductions (t.7 and 12.% percent, respective-
ly),

--improper computation method (5.5 =»r3 6.3 percent,
respectively),



--unreported income (4.6 and 4.9 percent, respectively},
" and

--math errors (lL.4 and 1.6 percent, respectively).

Although IRS auditors did not cite the source of the
errors, a review of the errors by type shows that some were
cause! by the preparer. For example, unallowable items,
impsoper com-utation methods, and math errors were probably
caused by the preparer. Responsibility for other errors, such
as unsupportable items, could belcong tc either the taxpayer,
the prepar=r, or both.



CHAPTER 3

IRS r“"FORTS TO CONTROL PROBLEM PREPARERS

IRS has cstimated that there are 200,000 to 250,000
people in the tax preparer industry. Of these, only a few
thousand are considered to be problem preparers because of
frauduloent returns or deceptive advertising.

FRAUDULENT RETURNS

In mid-February 1972, the TRS southeast region began a
pilot investigation to identify fraudulent preparers. 1IRS
agents contacted suspect individuals and had them prepare
sample tax returns--a technique known as shopping. Based on
shopping results, IRS decided it the preparer was potentially
fraudulent and his returns should be audited.

The test program showed a high incidence of potentially
fraudulent or incompetent returns by suspect preparers. As a
result, the IRS national office directed the other regioral
offices to initiate similar return preparer prcgrams. Over-
all, almost 63 percent of the shopping returns in 1972 were
potentially fraudulent.

The shopping technigque and the number of preparers in-
vestigated were expanded in 1973. About 40 pcrcent of shopping
returns 1n 1973 were considered fraudulently or incowmpetently
prepared.

An IRS regulation {26 C.F.R. 1.6065-1(b)) requires that
paid tax return preparers place their signature and identifica-
tion number on returns they prepare. This informat.on can be
used to identify all returns prepared by a problem pieparer.
However, there is no penalty for failing to sign wne returns.

IRS became aware, through its normal audit of returns and
during the initial phases of its return preparcer program, that
many problem preparers were not signing the returns, signing
them illegibly, or not providing their social security or
identification number. Consequently, manual systems were
developed to detect unsigned preparer returns and to check
returns for preparer characteristics. The 10 IRS service
centers are responsible for these manual systems.

According to service center cfficials, one manual system
for identifyving rcturns completed by preparers is a procedure
called "fats and flats." Preparers often mail returns sevaer-
al to an envelove or in an envelope other than that provided
taxpayers in theilr tax return packages. The fats andg flats

1o



procedure involves setting aside *puse onvelopen which are odd
sizues or appear Lo contain more b one cetiarn. The contents
of these cnvelopes ave then exanmzizne: 'o Sere whether the recurns
were signed by a preparer, and 1i: nst, whether the returns were
in fact comr.letoed by a prepaver.

Another nmethod of findinu wreparcer returns ts to look for
torms other than those proviied by 1LL.  Some proparers re-
produce IRS tax forms or have created their cwn forms and

schedules.

As part or the return wreparer jaogram, the service cen-
ters' avdit divasion classification cxaminers are jiven “pre-
parer profiles" outlining charaecteristics of susnect preparers.
When returns are identificed as belng by a gunpoot preparer,
they are sent to IRS district offices foc audit,

Another service center techniqgue used to detect problem
preparers is the unallowable items program, which involves
manual and computcer screening >f i1ncome tax returns for un-
allowable items. For instance, a deduction of more than $100
in political contributions on a joint tax return clearly
violates the law and should be identivied and corrected by !
the program screcening. IRS jinternal audit reviocws have in-
dicated that the unallowable i1tems prosram offcetively identi- :
fies unscrupulous preparers by pick.ong out paLierns of ficti- !
ticus or inflat:ad dnductions.

Department of Justice prosecution

For the Department of Justice to tuke remedial action,
the IRS district intelligence divisions must first investigate
the preparcer and recommend criminal act;on The . o~ -nenda-
tion must then be reviewed and approved by ti, Lpp. opriate TRS
regional counsel, 1IRS headquarters, and Department of Juastice
tax division personncl, who then submit the case to the appro-
priate U.S. attorncy. L

In the IP3 D:troif district, we reviewnd 16 prenarer cases
prosccuted from January 1968 through Aujust 1975. Daeveloping
and prosecuting thcse cases took from 5-1/2 months Lo over
h years. Following is a summary of the time required for the
16 cases.

Months required Numaor af cases
Less than 6 1 :
6 to 12 3 ;
12 to 24 9
Morce than 24 3

Total 16

11
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‘National :.t. it1stics cortirmed that prosecution of pre-
parers under Il.' recturn prepazer program was time consumi.d.
As of March 31, 197%, for example, 83 ot 182 open coses
{(cases being i....iLigated or proseccuted, hut not yet tried)
had been begun 1n 1972 and 1973. Of the remaining 99 open

cases, 83 had Luon begun in 1974 and 16 in 1975. The 182

open cases yveproeascented over Z9 percent of the 630 cases in
which criminal jroscecution was being considered or taken.

On March 31, 1975%, the status . the 182 cases was as follnus.

Initiated in

Status 1972 1973 1974 1975 Total

" IPS district office 1 4 43 15 o3
IRS reéional counsel's office - 10 21 1 312
Department of Justice 2 7 8 - 17
U.S. attorney 5 14 3 - 22
Arrested (not yet indicted) - 1 - - 1
Indicted (not yet tried) 18 21 8 = _47
Total 26 7 8 L 182

Between January 1972 and March 1975, IRS also identificd
771 problem proparers who were not prosecuted due to lack of
criminal potential. ‘These cases were considered unprosecu-
table for such rvasons as the preparer's age or poor health
or the Department of Justice giving other cases a higher
priority.

DECEPTIVE ADVEKTISING

Section 5 of the Federal Trade Commission Act of 1914
directs the Commission to "* * * prevent persons, partner-
ships or corporations * * * from using unfair methods of
.competition in commerce and unfair or deceptive acts or
practices in commecrce."” This authority, however, is limited
to firms involved 1n inter-:cate commerce.

1 Under this law, false and misleading advertising can be
stopped through litigaticn against individual firms. The
Federal 7Trade Comnissicn (FTC) can issue a cease and desist
orxder and can seek an irnjunction against unfair competitive
practices.



In January 1371 IRS made an informal arrangement with
FTC for a cooperative project to counter misleading adver-
tising. FTC's Bureau of Consumer Protection made preliminary
investigations of several nationwide *ax services.

Beginning in 1971 IRS supplied PTC with data on firms
believed to be vsing deceptive advertising. Based on this
data FTC initiated 15 preliminary investigations. These
investigaticns led to 10 formal investigations and complaints
against preparers engaged in interstate commerce. The com-
plaints were eventuzlly resolved when oifending firms agreed
to end their questionable practices.

Botn FTC and IRS officials beli:ve that FTC's efforts
have improved the accuracy of advertising by interstate prep-
aration firms. However, FTC cannot legally help IRS with
preparers who do rot engage in interstate commerce.

ADDITIONAL ENFORCEMENT AUTHORITY REQUESTED

In 1971 IFS studied methods of dealing with problem
preperers. The study group, which consulted interested IRS
officials, spokesmnen for professional organizations, and som2
commercial preparers, reported that

"¥ % *¥ evyeryone thinks that the Service needs more
authority to cope with the small fringe of preparers

who are dishonest and unqualified. We all conclude that
therc is a big gap ir enforcement procedures between tne
cumbersome fraud prosecution, at cne extreme, and the
mild prec=dures of the Federal Trade Comaissicn at the
oti.er extreme. To fill this gap, we think we have
devised some oo0ls which the Service can use on a rea-
sonable and selective basis * * * *

Many of the report's recommendations appeared in tax reform
legis’ation proposed in 1974 by the House Committee on Ways
and Meens.

The legislative proposals contained the Department of
the Treasury's and IRS' racommendations for regulating
tax return preparers. The proposals included

-~-a requircment te file information identifying all tax
return preparers;

--a requircment to furnish 2 copy of the return to the
taxpayer, include the preparer's identification number
¢t the return, and retain for 3 yesars a copy of the
client's return;

13



--a 35 t. 5190 pcnalty for ecach faijiure to comply with
the inturmation requirements anl the above provisions;

-~a $100 civil penalty for each case involving negligent
or intentional disregard of rules and iegulations;

~-a $500 civil penalty for each case of willful under-
statenent of liability;

--injunctions against preparers engugirg in specified
categories of misconduct, including (1} conduct subjcct
to penalties, (2) guaranteeing the payrent <f ¢ tax
refuna, (3) conduct that interf<ris wi-h administra-
tion «f the internal revenue law, or (4' misrepresent-

ing gqualificationsg: and

-~-a requirement to fuvnish information on return pre-
parers to State authorities charged with preparer regu-

lation.

Penalties for preparer misconduct

According to an attorney with the Treasury's Office of
Tax Legislative Counsel, criminal penalties are not effective
deterrents against the problem preparer. He said tho Depart-
ment 0f "uastice gives preference to the more flagrant cases,
and even after a decision ic made to prosecute, the case
often takes years to complete. Meanwhile, these preparers
can remain in business. The attorney said chat, because
criminal prosecutions were cumbersome, the civil penalty sys-
tem should be expanded to cover return preparers.

IRS believes that civil penalties for individual tax-
payers who do net follow the rules have worked well and
asgumes that they would ealse work against return preparers.
The purpose of injunctive authority is to stop tne reneated
offender. This authority should permit IRS to petition the
courts for injunction, not to directly enjoin the preparer.

In a February 1975 positicn paper, 'RS indicated that
many standards developed for civil cases against rtasxgayers
would be carried over to tax preparers bu- that IRS would
apply these penaltics only against a cleay~cut pattern of
abuse.
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STATE REGULATION OF COMMERC1AL PREPAREKS

Two States—-California and Oregon--have cnactced programs
Lo reqgulate commercial preparers. National publicity gues-
tioning the competency and honesty of roturn preparers |
prcmpted the passage of both laws. Scveral other States are i
also considering regulatory legislation.

+ California requires tax return preparers to register with
the State's consumer protection agercy. QOregon requires pre-
parers to have a license. Both States exempt professionals,
‘who are already regulated. ' |

Neither State had developed any data showing that un-
regqulated preparers were preparing poor quality rcturns. '
Regulation was justified on other bases, such as preventing )
deceptive advertising, controlling transient preparers, and *
insuring that preparers are competent.

The California law became effective in January 1975, and
the Oregon law in January 1974.

REGISTRATION IN CALIFORMIA

The California Department of Consumer Affairs held hear- !
ings in February 1972 on "fly-by-night tax preparcrs." The
hearings disclosed that some audited taxpayers could not
locate their return preparers. Other problems mentioned were

--deceptive advertising by some preparers;

-~the absence of protectio: f{rom untrustworthy, transient i
preparers; and

--the lack of reguirements for prepairers to maintain
records.

) State officialsy selected registration because the opposi-
‘tion of certain professional groups, such as the California
Society of CPA's, to a competency test requirement would make
passage by the California legislaturce difficult. The Cali-
fornia Society of TPA's believed that licensing would not
guarantce a tax preparcer's competence and could therefore {
lead to unwarranted public confidence in preparers.

PRovisions of the California law

~ The California registration law requires preparers
other than those already regulated (CI'A's, public accouatants,
1
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attorneys, etc.) to register with the Department of Consumer
Affairs. A $50 annual reyistration fee and a surety bond of
$1,000 are regiirred, If a preparer has more :han one loca-

tion, $10 for eacn additional location is charged. If a tax
preparer has employees who would be subject to registration,
there are added fees ranging from $100 for 1 to 49 employees
to £1,500 for 500 or more emdlovees. Total fees cannot

exceed $1,500 annually.

A tax preparcr’'s .egistration may be refused, suspended,
or revoked f[or fraudulent, untrue, or misleading statements or
other misrepresentations. Similar action may be taken for

-~disclosing or using taxpayer information in violation
of section 7216 of the Internal Revenue Code or

-—engaging in fraudulent conduct.

The law alsc gives the Department of Consumer Affairs
injunctive authority if a person acts as a tax preparer in
violation of the law. A fine rarging from $50 to $500 and/or
a jail sentence of 1 to 60 days may also be levied for each
violation.

LICENSING IN OREGON

According to members of the Oregon State Board of Tax
Service Examiners and the Orcgon Association of Tax Consul-
tants, the Oregon licensing law resulted from 1972 IRS pub-
licity regarding fraudulent and incompetent tax return pre-
parers. They said a number of Oregon tax preparers believed
the entire industry was being given an undeserved reputation.
Consequently, several commercial preparers formed the Oregon
Association of Tax Consuvitants, which was instrumental in
getting Oregon's law enacted.

Members of the association believed incompetence to be
a greater problem than fraud. Consequently, the association
recommended a licensing law to identify tax preparers, set
forth basic and continuing educational requirements, and
assure a basic competency level in preparers. The Uregon
Stote Board of Tax Service Examiners is responsible for
insuring compliance, recommending changes to the law, and
fining violators.

Provisions of the Oregon law

The Oregen Income Tax Services Law, enacted in 1973,
requires that all tax return preparers, other than CPas,

public accountants, attorneys, Department of Treasury enrolled
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& tax consaltant's license ic o 0 Lo an independent
.rson, corporation, firm, or pariner i, Tie counsultant's I
cxamination includes questions from the preparer's examina-
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Ir addition, every btix consultant r preparer must be at
lecast 18 years N0 ¢ger; havse a high sehou ]l diploma or equiv-—
alent: and have completed at least 60 hours in basic personal
income tax law, theory, ard practice. Any licensed tax pro-
parer who wishes to become licensoed a¢ + kax consultant must,
‘noaddition to passing the consult:t's pertion of the Orcgon
Licensing rcxamination, be ablesto Irnonstirate that he was
licensed and employved as a tax preparos for twe tax seasons.
The law aulso requires 80 hours of advarnred perczonal income tax
training during a 3-year period.

The board may (1)} refuse to 1ssue or renew a license,
{2) suspend or revoke a license, or (2@ roprimand a licensec.
Such actions may be taken against persens for obtaining or
attempting to obtain a license by freuinlint representation, i
railing to kcep records of preparod ves arns, gross negiliyence
v inconpetence, or conviction for sups.iv ong any false or
fraudulent information required uader the tax laws of any
State or of the United States.  The bo.ord may take similar
wtion againsit those who fail to cospl’ w th the continuing
cducation reaquirements cof the law or Lt "code of professional
conduct prescribed by the board.”  The bLoord may lmpose a
c1vil penalty of up to 51,000 for cacn si1olation of the Oregon
Tax Service Law or any rule adoptod Ui reander.

PRLUPARERS ' OPIRIONS :

We obtained the opinions of {our Orogor return preparoers
who were subject to the Oregon law «and si1x California preparers,
three of whom were subject to the Caliornia law on preparery
1

Individuals who have passed an IRG-a0- inist red test which
cualifies them to represent taxp.yers in of icial matters
bhoetfoure IRS,
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authority to review cither Fedorsal or Leoate returns; therw-

fore, their tasrs oryoe difficurt,
Colhe registration law wosald

Califoraia oiticiols had hopoe!
overcome nost GF the problems with 0 oin preparars.  Dut because
poth the Fediral and the Cal:ornia tncome tax laws pronibit
disclosure of tax return inforr-ataon, o oneaus oxist to insure
the competency ot preparation or o deteznine whethor pros-
parers wio sign Ye:deral ar State tax retaeins are registerved.
Department orftcials told us taey will have to raly on S1ps
and employ investigato) . LG oblaln Meximn Jomplilance.

Tax Service

According to. repeccentatives ol thoe toard of

£xaminors in Oragon, they are bampered i
ing law becoise fheoy are not allowst accs gy to eltheor State
or Federal ok e tarn inlormation. dowwieer, the vablic is
helping them 1o noniltor preparers.  Doth ancaymoas callers
and, taxpayers have provided the oanes of poersons who ware
preparing retuins without a Jicense.  Aloo, full-time cxam-
iners visit preparers to seo L Jhey are licensed.  As of
August 1, 1974, there were atoonr 1,200 !iconsed tax consult-

ants and prepaters in Uredos.

We belicve 1t is neces o7 v 1 view preparervs' work for
nonesty and competonec. A Ceoin the afgency recponsitiie
for tax law sdwiniotration ca. o5t measire the gquality ot
return prepat tbion.  that agency wonikd L TRS for bederal
returns and Calitorniats and Croegoen oo toav o authovitics for

those State: ' roturns.

OTHER STALES

Eight Staton are considoering | roeparer reqgolation. Two
additional States--khode lsland ane Tenneussce--have laws
which affcet lightly the operation: of Laid tax return
preparers.

Mhode ter g Yaw o corohibite bl voburn provaress from
advertisina.  Thic baw avparent!, o livila Dmpace-—espe-
cially on the largoey preparera--cinoce they can advertisce on
television in nrarby States. Zu-n advertising, because of

&

Ls

in nforcing the licens-



tl,: State's small area, can
residents.

e received by Rhode Island

Tennessee law regulates the preparers of State sales,

franchise, and excise tax returns £filed irn certain counties.

The law, whi~h became effective in February 1970, carries
criminal menalties, but because of the limited number of
returns covered, has little etffect on commercial preparers.
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CONCLUSTIONS AND AGENCY COMMENTS

The rapld growth of the tax preparer industry was nos-
sible becau:ic¢ anyone who chese to center the ficld could da
s0. AS a rosult, the estimated 200,000 to 250,000 paid
return preparcrs vary widely In intclligence, training, cx-
perience, and othics.

Predictably, some of these persons lack the competenee
to deal with the returns they prepare or, worse, engage in
fraudulent or unethical practices. The reaction of 1IRS and
others to such preparers focused attention on the fact that
the preparer industry was unreguiated and, together with some
well-punlicized cases of commercial preparcer incompetenc: ang
fraud, led many to p.oesume that commercial preparers were g
special problem in the industry.

Our reovioew was desiyned to test this presumption agalnst,
.available data. We found that commercial preparers, as a
group, are not a special problem. A comparison ot the teturns
prepared by commercial preparers with those prepared by YTiabeas
sional preparcers, a generally respected group, showed that the
percentages of crror in reported tax found by IRS were obout
equal. In adiition, errors on the returrns prepared by cach
appeared in 'he same places on the tax returns and were oflen
made for the same reasons.

The question remains whether requlation of the entire
industry, including the professionals and others, is desirable
in order to ycenerally improve pertfornan:e,

We do not know. There is no data with which to edtimate
its potential bienefits. Perhaps the experience of Colifornia
and Oregon, States which recently adopted regulation, witl

provide some basis for future evaluataon,
!

Although there is uncertainty as to “he benefits, roegula-
tion would c¢learly i1nvolve costs to the Governimment., 1RS han
estimated the cost of licensing at about 317 million per year,

Regulation might have other eftfects.,  For example, any
requirement: ntringent enough te nmprove overall return prope
aration might diminish the number r.. tax preparcrs and
therefore competiticn, resulting in higher pricos and leuss
convenience to ko taxpayer.

Although we cannot determine whether rogulation woulidd
provide a net bhenetrit, we belicve that RS needs to have tho
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authority *to deal individually with any preparer who engages
in fraud or other misconduct. Such preparers present a
special threat, beccause their actior v undermine IRS' depend-
ence on taxpayers' voluntary compliance with the tax law,

The only way IRS can presently deal with these situa-
tions, other than holding the taxpaycr responsible for the
resulting deficiencies, is to reter therm to the Department
of Justice for criminal prosecution. Criminal fraud prose-
cution is usually time consuming, and fraud is often difficult

to prove. Furthermorc, many causeas ol trawd are not suitable
for prosecution, and ali misconducl is not crimipal.

In contrast, IRS has at 1t diuposal various fines and ) !
other civil penaltices, as we'. ag criminal prosecuiion, when
dealing with the taxpayer. e bellove that IRS should also
be able to impose civil penalties on problem preparers. This i
option not only would provide » swilter and surer responsc to
misconduct but would make preparers aware that they share the
responsibility for filing an cccurate return. IRS alsc needs ;
information reports from the preparcrs to enable it to review !
any or all of a preparer's rcturan,

The 1974 legislative proposals of the House Cowmittee
on ways anu Mecans would help IRS identify and take correc-
tive actiocon against these preparcrs.  These provisions, dis-
cussed on pages 13 and 14, would

--requirce preparers to submit certain information to IRS,
-=establish civil »enalties [or preparcer misconduct, and

--provide or injunctiens against preparers who cngage
in specific categorics of misconduct. ;

The Cemmissioner of Iniernal Revenue, in commenting on a

draft of this report, said that (RS agreed wholchearteuly
with our conclugion. (See app. 1.)
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APPENDIX I APPENDIX I

Department of the Treasury / Internal Revenus Service / Washu:gton, D.C. 20224

Commissioner
October 29, 1975

Mr. Victor Lowe

Director, General Government Division
U. S. General Accounting Office
Washington, D. C. 20548

Dear Mr, Lowe:

We appreciate having been given the opportunity to
review your draft report to the Joint Committee on Internal
Revenue Taxation entitled, "The Need to Requlate Commercial
Tax Preparers is Not Apparcent.”

The report essentiully confirms our own view that the
provisions sought by the Service and reflected in the tax
reform bill currentlv being developed bv the Ways and Means
Committee provide the best mecans to deal with preparers who
engace in negligent tax return prepavacion, fraud, or othor
me_sconduct. Sweeping industry-wide regulitory measures are
not s sound a solution.

We concur wholeheartedly with your conclusions.

with kind regards,

* Sincerely,

D»M . r‘\{»a-w‘-—\

Donald C. Alecrander

Erclosure
GLO Draft Report



APPENDIX II

SECRETARY OF THE TREASURY:

COMMISSIONER OF INTERNAL REVENUE:

PRINCIPAL OFFICIALS RESPONSIBLE

FOR ADMINISTERING ACTIVITIES

DISCUSSED IN THIS RETPORT

William E. Simon
George P. Shultz
John B. Connally
David M. Kennedy

Donald C. Alexander

Raymond F. Harless {acting)

Johnnie M. Walters
Harold T. Swartz ({(acting)

Randolph W,

Thrower
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